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QUESTION 1 
 
Consider a hypothetical developing economy that is in an initial steady-state position. Use the 
Solow (1956) diagram of transition dynamics to illustrate and explain what happens when 
there is a permanent decrease in the saving rate at time t = 0. In addition, sketch a graph of 
how the natural logarithm (ln) of output per worker evolves over time with and without the 
decrease in the saving rate. Does the decrease in the saving rate permanently affect the 
growth rate or level of output per worker? [Hint: the relevant equation for the transition 
dynamics diagram is )()/(/  gnkyskk ].      (15 points) 
 
QUESTION 2 
 
Consider the Solow model augmented with human capital: 
  1)(AHKY ,                0 <   < 1                           (1) 
where Y is output, K is capital and A is technology. Human capital is given by  
LeH u ,                                                                    (2)         
where H is skilled labour;  measures the rate of return to education; u denotes the fraction 
of an individual’s time spent learning skills, and L is unskilled labour. The capital-technology 
ratio (k) evolves according to  
kgnsyk )(  ,                                                         (3) 
where s is the investment rate; y is the output-technology ratio; n is the population growth 
rate; g is the growth rate of technology, and  is the depreciation rate.  
 
(a) By dividing equation (1) through by AL, derive the steady-state level of output per worker 
along a balanced growth path. Show all the steps.   (15 points)   
 
(b) With specific reference to the steady-state equation in (a), discuss the main findings in 
Hall and Jones’ (1999) paper entitled “Why Do Some Countries Produce So Much More 
Output per Worker than Others?”            (10 points)   
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QUESTION 3 
 
Consider the extended version of the balance-of-payments-constrained (BPC) growth model: 
 
 
where yBt is the balance-of-payments constrained growth rate; E/R and C/R show the 
proportions of the import bill ‘financed’ by export earnings and capital flows, respectively;  
( 0) is the price elasticity of the demand for exports;  ( 0) is the price elasticity of the 
demand for imports; (pdt – et – pft) is the real terms of trade;   is the income elasticity of the 
demand for exports; ct – pdt is real capital flows; and  is the income elasticity of demand for 
imports.     
 
(a) With appropriate restrictions, derive the ‘export-led’ version from equation (1). Discuss 
the economic rationale behind each restriction  (10 points) 
(b) How realistic are these restrictions in the context of the actual growth experience of 
developing countries? Discuss with specific reference to the results presented in Hussain’s 
(1999) paper “The Balance-of-Payments Constraint and Growth Rate Differences among 
African and East Asian Economies”. (10 points)    
  
QUESTION 4 
 
Rodrik (2008) advances the hypothesis that an undervalued real exchange rate can boost per 
capita income growth in developing countries. Discuss Rodrik’s hypothesis with specific 
reference to the following: i) the theory that supports a link between undervaluation and 
growth in developing countries, ii) the empirical evidence in Rodrik (2008), and iii) specific 
policy measures to keep the exchange rate undervalued in developing countries. (20 points)   
 
 
 
 
(1)         , 
))(/())()(/())()/(1(

 dtttfttdt
Bt
pcRCzREpepRE
y


4 
 
QUESTION 5 
 
Consider the following inflation rate equation: 
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where p is the inflation rate;  is a constant; x is the income elasticity of demand for the 
agricultural good; dg is the growth in excess demand from credit creation; ( – ) is the growth 
in excess demand for the agricultural good;  and  are the price elasticities of the demand 
for and supply of the agricultural good, respectively; and Ip  is cost-push forces of inflation in 
industry. 
 
(a) With reference to equation (1), discuss the structuralist theory of inflation.    (7 points) 
(b) With reference to equation (1), what is the monetarist-structuralist debate all about? (5 
points) 
(c) Which view in (b) does the existing evidence support? What is the main implication for 
monetary policy? Discuss by drawing on some empirical studies. (8 points).  
 
